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Lakes Pilots Association, Inc.
101 Water Street

P.O. Box 610902
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Docket Management Facility
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U.S. Department of Transportation Room
PL 401

400 Seventh Street SW

Washington, D.C. 20590-0001

Qctober 27, 2000

TO WHO IT MAY CONCERN:

Enclosed you will find an attachment. This particular attachment is the speech
that I gave at the Public Hearing of Proposed Rates that was held on October 12, 2000.
Please carefully consider this information. I thank you in advance.

Sincerely,

Robert Frohm
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PROJECTION OF EXPENSES

The April 14, 2000 NPRM and the September 13, 2000 SNPRM utilized
the following:

1. Projected Operating Expenses based on 1997 expenses

2. Pro;ected Revenue based on 1998 pilotage and detention
revenue.

3. Target Pilot Compensation based on the 1999 American
Maritime Officers Union contract.

4. Investment Base utilizing the 1997 net book value of

the Association’s fixed assets.

CFR REQUIREMENTS

46 CFR 404.1(B) states the following:

THE DIRECTOR SHALL REVIEW ASSOCIATION AUDIT REPORTS ANNUALLY
AND, AT A MINIMUM, THE DIRECTOR SHALL COMPLETE A THOROUGH
AUDIT OF PILOT ASSOCIATION EXPENSES AND ESTABLISH PILOTAGE

RATES IN ACCORDANCE WITH THE PROCEDURES DETAILED IN SEC

404 .10 OF THIS PART AT LEAST ONCE EVERY FIVE YEARS.
46 CFR 404.10 Appendix A - Step 1 states the following:

THE DIRECTOR PROJECTS THE AMOUNT OF VESSEL TRAFFIC ANNUALLY.
BASED ON THAT PROJECTION, THE DIRECTOR FORECASTS THE AMOUNT
OF FAIR AND REASONABLE OPERATING EXPENSES THAT PILOTAGE
RATES SHOULD RECOVER. THIS CONSISTS OF THE FOLLOWING
PHASES.

(A) SUBMISSION OF FINANCIAL INFORMATION FROM EACH
ASSOCIATION;

(B) DETERMINATION OF RECOGNIZABLE EXPENSES;

(C) ADJUSTMENT FOR INFLATION OR DEFLATION; AND

(D) FINAL PROJECTION OF OPERATING EXPENSES.

The CFR clearly states that the ratemaking must be based on the
financial information submitted by each Association annually.
Nowhere in the CFR is the Director permitted to project expenses
using the financial data from a variety of years. The CFR
requires that the 2000 ratemaking be based on actual 1999 data.

COAST GUARD ACTION

The Director completed the following audits of District 2 during
the past five years:

1995 audit completed during June, 1996.

1996 audit completed during August, 1997.
1997 audit completed during August, 193998.
1998 audit completed during October, 1999.
1999 audit completed during August, 2000.
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The April 14, 2000 NPRM states the following:

Each year, the Director determines which Association
expenses will be recognized for ratemaking purposes. The
Director may hire an independent CPA firm to review the
expenses reported by the Association using the guidelines
contained in 46 CFR 404.05. However, for 1999 this was not
possible due to the transfer of the Office of the Director,
Great Lakes Pilotage from the St. Lawrence Seaway
Development Corporation to the United States Coast Guard,
and the fact that the position of Economist on the
Director’s staff was vacant for the last half of 1998. To
determine the reasonable and necessary expenses for the
purpose of the 1999 Rate Review, we used the Director’s 1997
independent audit of the Associations.

The September 13, 2000 SNPRM states the following:

The preliminary fieldwork for the Director’s 1998 audit of
the Great Lakes Pilotage Districts was completed in mid-
October, 1999, The preliminary draft of the final report
was delivered to the Coast Guard mid-December, 1999. The
1999 Rate Review was finalized in August of 1999 and routed
for review and clearance with the Coast Guard in mid-
September, 1999.

The CFR only requires the Director to complete a thorough audit
of Association expenses every five years. If the Director
decides to complete an audit annually, the results of that audit
must be available at the time of the rate review and considered
along with the annual financial information submitted by the
Associations. Clearly the intent of the CFR is that the Director
have all relevant information before him at the time of the
ratemaking. Nowhere in the CFR is the Director permitted to
project information from a variety of years simply because the
Director has not conducted the annual audit on a timely basis.
The Associations would be expected to continue servicing their
customers while relocating their offices. The Associations
should not be penalized because of the Office of Great Lakes
Pilotage’s problems.

A computation of the 2000 rate, based on District 2’s audited
financial statements at December 31, 1999, is included with this
response. This computation includes the disallowance, with which
we do not agree, of the same expense items as proposed by the
Director. The computation shows a rate increase of 1% as opposed
to the 4% rate decrease proposed in the September 13, 2000 NPRM.
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{Code of Federal Regulations]

(Title 46, Volume 8, Parts 200 to 499]

[Revised as of October 1, 1999)

From the U.S. Government Printing Office via GPO Access
[CITE: 46CFR404.1]

[Page 425)
TITLE 46--SHIPPING
DEPARTMENT OF TRANSPORTATION
PART 404--GREAT LAKES PILOTAGE RATEMAKING--Table of Contents
Ser, 404.1 “Zeneral ratemaking crovisions.

(a) The purpose of this part is to provide guidelines and procedures
for Great Lakes pillotage ratemaking. Included in this part are
explanations of the steps followed in developing a pilotage rate
adjustment, the analysis used, and the guidelines followed in arriving
at the pilotage rates contained in part 401 of this chapter.

(b) Great Lakes pilotage rates shall be reviewed annually in
accordance with the procedures detailed in Appendix C to this part. The
Director shall review Association audit reports annually and, at a
minimum, the Director shall complete a thorough audit of pilot
association expenses and establish pilotage rates in accordance with the
procedures detailed in Sec. 404.10 of this part at least once every five
years. An interested party or parties may also petition the Director for
a review at any time. The petition must present a reasonable basis for
conciuding that a review may be warranted. If the Director determines,
from the information contained in the petition, that the existing rates
may no longer be reasonable, a full review of the pilotage rates will be
conducted. If the full review shows that pilotage rates are within a
reasonable range of their target, no adjustment to the rates will be
initiated.

50 FR 18370, Ror. 11, 1995, as amended at 61 FR 21084, May 9, 1996.
Redesignated and amended at 61 FR 32655, June 25, 1996, and rfurther
redesignated and amended by USCG-1998-3976, 63 FR 35139, 35140, June 29,
1998}

http:/frweb.. /get-cfr.cgi? TITLE=46&PART=404&SECTION=1& YEAR=1999&TYPE=TEX 8/11/00
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‘Code of Federal Regulations]

‘Title 46, Volume 8, Parts 200 to 499]

‘Revised as of October 1, 1999]

“rom the J.S. Government Printing Office via GPO Access
"CITE: 46CFR404.10]

. Fage 42¢-430,
TITLE 46--SHIPPING
DEPARTMENT OF TRANSPORTATION
FART 404--GREAT LAKES PILOTAGE RATEMAKING--Table of Contents

Sez. 404.10 Raterziiny cr:zoc

W

dures znd juldelines.

ta) Appendix A to this part is a description of the types of
:nélyses tericrmec 2n2 the methodoclogy followed in the development of a
cazse pilecrage rate. Ratemaking calculations in appendix A of this part
re mace using the definitions and formulas contained in appendix B of
nls part. Appendix C of this part is a description of the methodology
cilowed in the development of annual reviews to base pilotage rates.
ilctage rztes actually implemented may vary from the results of the
: : ~s in aopendices A, B and C of this part, because of
with “anada requiring identical rates, or because of other
ces to be determined by the Director. Additional analysis may
ricrmed as circumstances require. The guidelines contained in
S are applied in the steps identified in appendix A to this
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{b) A separate ratemaking calculation is made for each of the
Zollowing U.S. pilotage areas:

l1--the St. Lawrence River;

~rea
~rea 2--Leke Ontar:io;
Area 4--Lake Erie;
~rea 5--the navigavcle waters from South East Shoal to Port Huron, MI;
rea 6--_akes Hurcn and Michigan;
~rga T--trne sSt. Mary's rRiver; anc
~rea 8--Lake Superior.

cCOFROLEZTT, Agpr. 11, 1993, Redesignated and amended at 61 FR 32655,
J.ne 25, 1396, and further redesignated and amended by USCG-1998-3976,
¢ FR 33033, 3514C, June 29, 1998)

crenalx A to Part 404--Ratemaking Analyses and Methodclogy
Step 1: Projection of Operating Expenses

t1) The Director projects the amount of vessel traffic annually.
Zased upor that projection, the Director forecasts the amount of fair
zna reasonable operating expenses that pilotage rates should recover.
This consists of the following phases:

‘a! Sucmissicn cf financilal information from each Associaticn;

(b) determination of recognizable expenses;

{c} adiustment for inflation or deflation; and

(d) final projection of operating expenses. Each of these phases is
certailed celow.

Step ..A.--Supmission of Financial Information
1) ch Associatlion 1is responsible for providing detailed financial

Za
information to the Director, in accordance with part 403 of this
Shapter.

hup:/frwe....get-cfr.cgi?’ TITLE=46 & PART=404&SECTION=10& YEAR=1999&TYPE=TEX 8/11/00
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TasLE A.-OISTRICT 1
I
Aroal Area 2 Toal
Methodology Stigwrence | LakeOntario District 1
. - 1 $244 612 531
Sten 1, Projection of 0PeraNQ GXDONELT ..o —— “Sg%'. 22% aiiers “3'502'.&43
Slep 2, Projection of target pliot companIalon .......cimie e mreeese e 195001 $587.207 $2.021 198
Slep 3. Projection Of reVerUS .......cccimermrenerimermeniacorevinenns 333, b e 021, g8
Slep 4, Calcufaton of vestment Base ... 6,699 6 59% 659
Slep 5, Determington of targot retum on vestmonl e $1.356.198 y7e $2.004.679
Stap 6, Adlustment delarminalion _.._.........ccreviesssemecissinssnns SRR SB46. e ahars
Slep 7, Adustment of pIOQAIGHR TA8S .ot aeaera s ssissenn . . .
TagLE B.-O1s1RICT 2
g Asea S I
SouthEast 1
Area 4 1 Tolsl
Uehoddlogy Laks Eno 5“0:!1:20%“ { Distct 2
Michigen i
; . $518.917 | s1.128.061
Stap 1, ? 00 Of 0PerBUNG OXPENSES . ... e $603,164 | (128,
Step 2, Projaction of target pilot compensation - $518,220 5}.243,7281 $1,761.9<8
Stop 3. Projecticn of reveniue .................... . $1,156,057 $..688.138 $3.042.255
Step 4, Cuiculation of investment base ............ ... $45.397 371,008 $116,403
Stop §, Dstemminalon of target retum on invasimant 6.60% 6.699 i . 6.69%
Siep 8, Adjustment delemmination ... $1,134,221 $1.773.48¢ €2.907 817
Step 7, Adiustment of pllolage ratos ... e e, 48 | 84 .96
Taste C.—DISTRICT 3
| Acs2s N s
tAethucolx [, akes S{\lig 7r's | /\L”e:\:éj Toal
ihocoled: | Huronang Rived i Susanior Dlswici3
i Michigen ve ] ‘
Sleg 1, Projecton cloparatng excenses l S64€.500 $12647¢ I $446,£08 | §:,223.,58¢
Steg 2, Projecdon of targel dilot compensatzn . .. .1 S1.140.084 1 sg21864 1 $8239.1521 s2,591.10C
Stap 3, Projecion of rwenue .. © SUT9T367 ) STBBSES L 13339120 $3.624.¢62
Step ¢, Caleutationof investmenidass . .. I $14,597 $4.595 | $6,934 $25.528
Step §, Datarmalnation of targot retum on IVCTIMENt i 8.69% 6.63% 6.69% G.09%
Step 6, Agjustment getemnination ... : ’ $1,789.38¢ $750.648 | $1.276.358 | $3.816.392
Step 7, Adjustment of plotage rae 1.00 | 1.09 | 95 | 99

Here is ¢ detailed explainztion of cuy
siep-by-step calculstons.

Step | A Sabrrlssion of (Franclal
Inforraliox

Qur [isst slep is to gather fuunciel
data from exch of the three Great Leles
odot aozizbons (the Assoutons)
Each of the Associztions must obLin aa
2udit by an independent Cerified
Public Accountant ((PA) and subout
these audils to the Director of the Great

due to the transfer of the Oifice of the
vuecior, Great Lakes Pilotego frem the
St. Lawrence Scawey Development
Compcretion 10 the United States Coast
Guard, end the fact thst the position of
tconcaust on the Directors staff was
vacant for the last hall of 1298, To
deterrune the reasonable and necessary
expenses for the purpose of the 1999
Rete Review, we used the Director's
1997 independent audil of the
Assocatons. in the following

taker Pilotego (the Director), in
eccordence with 46 CFR 403.300.

St 1 .B: Detorrzation of Recoprirabld
Experses

Bach year, the Dicector determines
/hich Association expenses will be
rcco%imd for rateciaking purposes.
The Director may hire an Independent
CPA firm to review the expenses
reporied by the Accociation using the

idelines contained in ¢6 CFR 404.05.

owever, for 1929 this wes not possble

¢t mates on US.
That figure is added to the total
expznses td delercune the revenue
nceded for retemaking purposes. Distdct
2 reported pilot comopensation of

pimgraphs, we discuss some ol the
dewils of the audit and alerwerd, we
have provided you with & tabfe
contuining the expenses that the
Director recognized and approved.
We caleclate target piot
compensation each year based on the
E;e\'ious year's compensation eamed by
a cat Lakes vesscls.

District 3 re
$2lares und benefits o
expenre Becrise he Higures represent
pilol compensezon, they czanot be
expenses for ratemaking
purposes. The Director subtracted thwese
expenses {rom the ¢xpense bases cf
Ousticts 1 and 2.
To ruppart safety :nd ongoing
lexrning, cach Pilot's Assocuban 2

CoOnsI1C e

lo develop ¢ Continuing Educztion
for registerzd pilots tomfcc
of cafety issucs and refres

5245,0649 a¢ trapung expenses and
rled ip!)[lClnl pulot
$274.509 as a::

ced
‘hn

them eware
their skills

Each Association subuutted a plan that

the Director approved, with minor
modifcations. WPhc Diractor will

continue to monitor these plans to

ensure they have been implemented, ¢re
effective and ure 2ppled o each
District’'v  cantinuing educaton sccount.

The Dircctor reserves the nght to mocify

each plan a5 necessary.
In order to encoursge safety and

cOmMnencarse avrh Nicrant Ae

Wt ke



12:33

J£F-13-2000

55208

~0MDT

(G-MRP)

1408 FoQzav

Federal Register/ Vol 65. No. 178/ Wednesday, Septamber 13, 2000/ Proposcd Rules

based on projected bridge houre to
provide a projection of total expenses
for the District (Total Terget Pilot
Compensation + Projected Operating
Expenses). This total is then compared
1o revenue projections based on
projected bridge hours for the District to
determine if the pilotage rates saould be
increased or decreased. Accountiag for
temporartly registered pilot
compcnmnon atc a t:rzmmg expense
inflates the District’s expense base in
that total pi.ot compsensation 13
accounted for saparately and then
combined with operating expenses. This
is evident ir the {act thet in 1998. vilots
¢ Zexcenrded therr
compensation targcts by 16%

Seven commenters, the three pilotage
Districts or their respective
representatives. the accounurg firm for
District 2, the Amaerican Pilots’
Association. the Atlantic Cuast District
of the international Longskhoremen’s
Association and the Crand Ledge
Internationsl Ship Masters’ Associatior,
a.l disagreed with the uss of 1997
axpense data and 1998 revenues (o
determine a piiotage rate for 1999. The
lobbying {irm representing District 1
furher questioned the procedurs
because of its belief that 1998 expansa
data had been available to the Coast
Guard for wall over a voear.

The preliminary fieldwork for tae
Diractor’s 1998 audit of the Creat Lakes
Pilotage Diswicts was completsad in mid
Octobar 1998. The preliminery draft of
tho tinal report was deliveored o the
Coast Guard mid Decembe: 1999. The
1009 Rato Raview was finalized in
August of 1399 and rocted for review
anc clearance within the Coas: Guard in
mad September 1963 The 1999 Rate
Review followed the mathodology
prescribed in Appendix A to 46 CFR
Fart 404. 1997 expensas for each f :he
priotage Disticis were projectod

orwerd to 1299 bised on the actusi
change in iraffic from 1997 to 1998 and
the projocted changein bridge hours or
traftic for 1998, based on economic
surveys. Economic survevs from
industry and the St. Lawrence Seaway
Development Corporetion indicated that
1999 would exparience an overall 3%
reduction ir: bridge hours and waffic
from 1998 levels. In 1998, the actual
bridgs hcur dats and revenues fcr 1998
:n each of the ptlotage areas became
aveilable to the Coast Cuard in May
1499, through the submission of
inquelified sudited 1998 financlal data
by each of the Dtstrict’s Pilot
associstiona, as required by 46 CFR

§ 403.300. A review of the financial data
indicated that on dverage, revenues and
hridge hours throughout the Grest Lakes
increased 307 in 1998 over 1997 levels.

cn et

The actual 1908 observed increase for
each Diswrict was then combined with
the projected 3% decresase in traffic for
1999 to establish an overel! change in
traffic Tom 1997 10 3999. For example,
in 1998, District 1 experienced an
average 36% increase in bridge hours
over 1997. Considering the projected
5% raduction in 1999 £om 1998 levals,
this resulited in an overali projected
increass of 31% (& 1999 over 1537
levels (36% — 5% = 31%) for District 1.
For the 1999 rulamaking, esch Distnct's
approved 1997 expenses wore agjusted
for inflation (Approved Zxpenses x
{1+Inflation Facior)) multiplied by the
4ggiegais purcantege change of wailic
projectad for sach Uistrict over 1997
levels. We then factored in the
percenage of Association expenses that
change in relation 1o a change .n traffic
(pilotage bours). Analysic indicates that
57% ot Association expenses are
affected by 4 change in pilotage hows.
For exarupla, in District 1, piloage
hours far 1999 are projected 10 increase
31% over 1997 levels, which s
multiplied by 57% (.31 x 57 = 18>t
project that District 1's oparating
expenses should increase 18% 1n
responsa to the projected ircrease in
pilotage hours for 1999 from 1997
lovels. Therefore, the ‘ollowing formula
was utitized to project 1999 expensas
((Approved 1997 expenses x
{1+Inflation Factor) » 71+ 31 x57). In
the cese of Disrict 1, in order to
incorporate approved transportaticn and
training costs into the rate. an additior.a!
$86.000 was addad 10 District 1's
expense base for tho 1999 ratemaking.

Two Commenters. the District 2
Pilots’ Association and their accounting
firm, requestea an exglenation of why
and how their pilot boat expenses wera
reduced for the 1939 Rate Roview 48
CFR Part § 404 5 esteblishes tae
guidelines for the Director of Great
Lakes Piiotage in determining wkether
sxpenses will be recognized in the
ratemaking process. [t specifias that
each exponca item be svaluated to
determine whether 1t 1s nacessery far
tha provasion of pilotage service snd if
s0. whether 1 is raasonabls, that is, is
it comparable or similar to the expenses
paid hy others in the mantime industry
for the same se-vics or item. Pilot boat
expensas in District 2 averagae $176 pec
trip. whereas in District 1. they average
$110 and :n District 3 they average S83
per trip. District 3 contracts all pilot
boat services while Districts 1 and 2
utilize aff.liated companies owned
totally or parttally by ragistered pilots.
10 provide pilot boat services. Thaese
affiliated companies reported a net
incoma 5f $4,520 in Distict 1 and

$70.508 in District 2. in 1997. In District
2 Erie Leasing’s net income of $70.506
reprosonts ¢ 190% retumn on total
equipmont and property less land of
$372.270. To bring pilot boat expenses
in line with Districts 1 and 3. the
Director is reducing District 2°s expenss
base bv 545.602. This deduction 1s
intended to offset Erie Leasing’s net
income of $70,508 from operations.
Thia. in effac:, reduces Erio Leasing's
net income to 324.904. which represents
2 6.89% return oa Erie Leasing's
property and equipment. When this
oifset is appliad against the 1957 pilot
boat expanses, it reduces the cilot boa:
costin District 2 tc $154 pur trip.

Two commentars, the District 1 Pilo's
Associsuon and District 2's accouring
firm. disagrzed with the results of the
compuation that datarmined the
numbar of pilots required for their
respective Districts. [n District 1 thov
disagroed with the number of pilots
requirec 1n Arua 2, Laks Ontario. 46
CFR Part 404 cleariy establishes the
methodology ir determining tha number
of pilots required far eech area: "The
basis for the number of pilots needed in
each area of undesignated water is
eatablished bv dividing the projected
bridge hours by 1809. [n 1998. District
1 Lase Pilats recorced a totel of 6,335
bridge hours on the undesignated vraters
of Lake Onterio. Thy 1969 Rate Review
projected a 5% decrease rusulting in a
projection of 6,018 bridge hours for
1968G. The number of pilots requirad ia
then determir.ed by dividing 5.018 by
1800: the recult i¢ 3.34, which for the
purposes of the 1399 Rata Review, was
rounded up to < pilots. District 2's
accounting {irm disagreed with the
standard of 1800 hours used to
determine the number of pilots in
undesignated weters, and inciuded
delay. datention and p:lot ravael kours
together with bridge hours to calculate
the number of gilots required in District
2. Again 46 CFR Part 404 established
1800 bridge hours (datention, delav. and
uavel hours are not included) as the
work standard used to determine the
number of pilots required on
undesignated waters.

One commenter, the Distnic. 2 Pilots’
Association, questioned the deluction
0f 83.328 in “combined expense; ' As
explainad in note 3 of the 1997
Director's audit, of $3,228 incurre 4 legal
expenses, one half, $1,664, was
decucted becsuse expenses relatin,: 0
loboying are not allowed for ratema <ing
purposes. 46 CFR, Pant 404, §404.5.

Two commentars. the District 2 Pil »ts’
Assaciation and District’s 2 accouating
firm, dissgreed with the deduction of
daily subsistence amounts that did not
confarm to IRS guidslines. 46 CFR



Lakes Pilots Association, Inc.
Great Lakes Pilotage Rate Computation
2000 Methodology-1999 Financial Information

Step 1 - Projection of Operating Expense
Pilots salaries and expenses $ 2,049,756.00
Less: Wages . S 900,291.00
Hospitalization insurance 125,555.00
Disability insurance 4,462.00
Group insurance 13,550.00
Pension & profit sharing 304,031.00 (1,347,889.00)
701,867.00
Pilot boat 303,283.00
General & administrative 401,908.00
Total operating expenses 1,407,058.00
Less: St. Lawrence Seaway Development
Corporation adjustments:
APA lobbying costs 9,120.00
Business promotion 974.00
Charitable contributions 100.00
Workers compensation dividends 67,527.00
Erie Leasing 52,559.00
Pilot boat service revenue 100,899.00
Dispatch service revenue 80,515.00 (311,694.00)
Less: Director's adjustments:
Training expense 354,341.00
Legal expense 19,027.00
Continuing education expense (40,000.00) (333,368.00)
Total recognized operating expenses 761,996.00
Adjustment for inflation:
Recognized expenses 761,996.00
Inflation factor 3.10% 23,622.00
Adjustment for decrease in pilot hours
Recognized expenses 785,618.00
Factor 57.00%
447,802.00
Decrease in pilot hours -5.00% (22,390.00)

- e e e e o e o - e o - e = o= -

Total projected operating expenses $ 763,228.00



Lakes Pilots Association, Inc.
Great Lakes Pilotage Rate Computation
2000 Methodology-1999 Financial Information

First mate compensation $ 103,644.00
Number of pilots required X 5 S

First mate comp times 1.5 S 155,466.00
Number of pilots required X 8

Projected target pilot compensation

Step 3 - Projection of Revenue

Per 12/31/99 financial statements
Pilotage & detention $

Step 4 - Calculation of Investment Base $

1999 average annual rate for new issues
of high grade corporate securities
as determined by the Market Finance
Division of Department of Treasury

518,220.00

1,243,728.00



Lakes Pilots Association, Inc.
Great Lakes Pilotage Rate Computation
2000 Methodology-1999 Financial Information

Step 6 - Adjustment Determination

Investment base - 1999 base $ 483,770.00
Rate of return on investment 7.04%
Return element 34,057.00
Interest expense (6,060.00)
Net Income $ 27,997.00
After Adjustment Total

Projected revenue $ 2,569,233.00
Projected operating.expenses (763,228.00)
Projected target pilot compensation (1,761,948.00)
Operating loss 44,057.00
Interest expense (6,060.00)
Income tax (10,000.00)
Net income $ 27,997.00

Total
Revenue required - Step 6 $ 2,569,233.00
Projected Revenue - Step 3 2,546,274 .00



LEASE EXPENSE - PORT COLBORNE FACILITY

The April 14, 2000 NPRM disallows $4,800 of rent expense
associated with a facility located at Port Colborne, Ontario.

CFR_REQUIREMENTS

46 CFR 404.5 Paragraph 3 states the following:

LEASE COSTS FOR BOTH OPERATING AND CAPITAL LEASES ARE
RECOGNIZED FOR RATEMAKING PURPOSES TO THE EXTENT THAT THEY
CONFORM TO MARKET RATES. IN THE ABSENCE OF A COMPARARBLE
MARKET, LEASE COSTS ARE RECOGNIZED FOR RATEMAKING PURPOSES
TO THE EXTENT THAT THEY CONFORM TO DEPRECIATION PLUS AN
ALLOWANCE FOR RETURN ON INVESTMENT (COMPUTED AS IF THE ASSET
HAD BEEN PURCHASED WITH EQUITY CAPITAL). THE PORTION OF
LEASE COSTS THAT EXCEED THESE STANDARDS IS NOT RECOGNIZED
FOR RATEMAKING PURPOSES.

COAST GUARD ACTION

The 1997 audit report issued by the Director’s independent CPA
states the following:

During our fieldwork we noted payments to Erie Leasing Inc.,
a company formed primarily to rent equipment and property to
the Association. 1Included in this arrangement is a house in
Port Colborne, Ontario rented for $1,200 a month to the
Association. Based on discussions with realtors in the area
and a search of the internet, we found that the fair market
value in an "arms length transaction" was not more than
$1,000 a month in Canadian dollars. While this house was
used for temporary accomodations of pilots and the cost of
individual motel rooms would be much higher, an adjustment
of $400 a month or $4,800 annually would be called for to
adjust for the economic fair market value of this
transaction.

The September 13, 2000 SNPRM states the following:

One commenter, District 2’'s accounting firm, disagreed with
the independent auditor’s reduction of $4,800 a year in
total rental expenses for a six bedroom house rented to the
Pilots Association by Erie Leasing, an affiliated company.
The house is used as temporary accommodations in Port
Colborne. The auditor’s adjustment is based on the fact
that similar accommodations in the area rent an average $400
a month less that the Association pays on a monthly basis.

The Director indicates that market rates were established only by
calls to realtors and research on the Internet. The Director has
never produced any of this research or proved to what extent this
research considered property comparable to the Port Colborne
facility.




The rental house at Port Colborne is not what one would call a
"standard" house. The facility contains six bedrooms, six
bathrooms, phones in each individual room, and a radio to monitor
all ships in the Welland Canal. The facility also includes a
chart room with up-to-date charts and publications where agents,
users and fellow pilots can call and get accurate answers to
their questions. This room, in particular, is a great safety
tool.

The facility is used by fourteen pilots and numerous drivers. It
is located just minutes from stores, restaurants and the pilot
boat station where the pilots board their next assigned vessel.
The facility gives the pilot a familiar place to rest before
taking his next assignment.

The current cost of leasing this temporary accommodation is
$1,300 per month or $15,600 annually. The cost of a motel room
for the 415 nights which the pilots and drivers use the facility
results in an annual savings of $21,580 (based on $52.00 per
night). When 831 one-way taxi trips (based on $10.00 per trip)
for the pilots are added to the motel cost, the combined cost is
$29,890. The annual savings totals $14,290.

On August 8, 2000, Mr. Tom Lawler, Chief Economist, Great Lakes
Pilotage, and his independent auditor both acknowledged to
District 2's staff that they now realized what a great savings
the Port Colborne facility is and they were going to approve the
rent payments in full for the 1999 audit. The rental payments
should also be allowed in full for the 2000 ratemaking. If
District 2 did not lease the Port Colborne facility, the District
would incur nearly $30,000 in motel and taxi costs. District 2
should not be penalized for developing a cost efficient means of
providing temporary housing for its pilots and drivers.
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[Code of Federal Regulations}

[Title 46, Volume 8, Parts 200 to 499)

[Revised as of October 1, 1999)

From the U.S. Government Printing Office via GPO Access )
[CITE: 46CFR404.5)

(Page 425-426]
TITLE 46--SHIPPING
DEPARTMENT OF TRANSPORTATION
PART 404--GREAT LAKES PILOTAGE RATEMAKING--Table of Contents
Sec.‘404.5 Guidelines for the recognition of expenses.

(a)] The following is a listing of the principal guidelines followed
by the Director when determining whether expenses will be recognized in
the ratemaking process:

(1) Each expense item included in the rate base is evaluated to
determine if it i1s necessary for the provision of pilotage service, and
if so, what dollar amount is reasonable for that expense item. Each
Association is responsible for providing the Director with sufficient
information to show the reasonableness of all expense items. The
Director will give the Association the opportunity to defend any
ekpenses that are questioned. However, subject to the terms and
conditions contained in other provisions of this part, expense items
that the Director determines are not reasonable and necessary for the
provision of pilotage services will not be recognized for ratemaking
purposes.

(2) In determining reasonableness, each expense item is measured
against one or more of the following:

(1) Comparable or similar expenses paid by others in the maritime
industry,

(ii) Comparable or similar expenses paid by other industries, or

(1ii) U.S. Internal Revenue Service guidelines.

{3) Lease costs for both operating and capital leases are recognized
for ratemaking purposes to the extent that they conform to market rates.
In the absence of a comparable market, lease costs are recognized for
ratemaking purposes to the extent that they conform to depreciation plus
an allowance for return on investment (computed as if the asset had been
purchased with equity capital). The portion of lease costs that exceed
these standards is not recognized for ratemaking purposes.

(4) For each Association, a market-equivalent return-on-investment
is allowed for the net capital invested in the Association by its
members. Assets subject to return on investment provisions are subject
to reasonableness provisions. If an asset or other investment is not
necessary for the provision of pilotage services, the return element is
not allowed for ratemaking purposes.

(5) For ratemaking purposes, the revenues and expenses generated
from Association transactions that are not directly related to the
provision of pilotage services are included in ratemaking calculations
as long as the revenues exceed the expenses from these transactions. For
non-pilotage transactions that result in a net financial loss for the
Association, the amount of

((Page 426]))

the iloss 1s not recognized for ratemaking purposes. The Director reviews
non-pilotage activities to determine if any adversely impact the
provision of pilotage service, and may make ratemaking adjustments or
take other steps to ensure the provision of pilotage service.

(6) Medical, pension, and other benefits paid to pilots, or for the

http://frweb.../get-cfr.cgi? TITLE=46&PAR T=404&SECTION=5& YEAR=1999& TYPE=TEX 8/11/00



L akes Pilots Association
~otes to Financial Analysis

31,December1997

1 BACKGROUND AND ORGANIZATION

Underthe Great Lakes Pilotage Actof 1960 (Public Law 86-555), foreign vessels that operate in
certain “designated waters with in the Great Lakes and Lakes Pilots System are Required

totake onboard, and be directed. by a registered pilot.” The GreatLakes encompasses Lake Superior,
Michigan, Huron, Erie and Ontario. By mutual agreement by the United States and Canada, these
pilotage services altemnate between the two countries. The Pilotage Act vests the Secretary cf
Transponation with the responsibility for setting pilotage rates, based upon Projected traffic. the target
pilot compensation and anticipated pilotage expenses which will be needed to serve this traffic.

Three districts have been established forthe waters of the Great Lakes and each association of pilots has an
exclusive license to provide the pilotage services within each district. The Lakes Pilots Association, Inc.
provides the services in District 2 covering the Lake Ere and the Detroit and St. Claire Rivers.

OnDecember 11, 1995, the Secretary of Transportation transferred responsibility for administration

of the GreatLakes Pilotage Act from the Commandant of the Coast Guard to the Administratorof the

St. Lawrence Seaway Development Carporation (SLSDC). Among the responsibilities transferred was
the setting of Great Lakes pilotage rates. Two of the pilots districts filed suit and eventually prevailed on
appeal to have this decision reversed and responsibility was restored to the United States Coast Guard.

? RENTEXPENSE
During our field work we noted payments to Erie Leasing, Inc., a company formed primarily to rent

equipment and property to the association. Included in this arrangement is a house in Port Colbome,
Ontario rented for $ 1,200 a month to the association. Based on discussions with realtors in the

area and a search of the intemetwe found thatthe fair market value in an "armslenth transaction” was

not more than S 1,000 a month in Canadian dollars. While this house was used for temporary
accommodations of pilots and the cast of individual motel rooms would be much higher an adjustment of
$ 400 amonth or $ 4,800 annually would be called for to adjust for the economic fair market vaiue of

this transaction.

3 LEGAL/LOBBYING EXPENSES

The assodationincurredincurred $3,328 in legal expenses relating to meetings and dicussions by their
lawyers with their Congressman. Perregulation 407.05-8 lobbying expenses are not allowed for rate
making purposes. Our adjustmentof $1,664 is one halfthe cost of the of the legal expenses associated
with these meetings and discussions.

4 AMERICANPILOTS ASSOCIATIONDUES
- S
Our examination of the associations annual audited financial statements noted APA dues in the amount
of $10,560.This amount includes $1.584 paid for labbying which, in accordance with reguation
33 CFR 407.05-8, is not allowed for rate making purposes. Our adjustment consists of dues
associated with lobbying.

S REIMBURSED PILOT BOAT AND DISPATCHING SERVICES

uring the year the Corporation recieved and reported revenue from the Westem Great Lakes Pilots

ssociation ( District 3) and the Canadian Great Lakes Pilots Assodiation totaling $ 137,020. This amount
is comprised of pilot boat revenue of $ 77,570 and dispatch service revenue of $ 59.450. * i e
These reimbursements are adjusted out of the expenses as a reduction in costs for rate making. - )

4

-
st
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§ 404.5 establishes IRS guidelines (IRS
publication 17 “Your Federal [ncome
Tax"') as one of the tests used to
determine thae reasonableness of an
expense. A copy of RS publization 17
can be obtained by contacting the [RS at
1-800-828-1040, or by visiting thaus
Web Site at wwvr.[RS.govcr

www [RS.ustreas.gov.

Qne commaenter, District 2. requas:ad
a <opy of the 1997 audit. A copy of the
1997 Director's Audit was mailed t0
Disurict 2 in June 1999. A copv of the
Diractor’y audit 1s also includad as part
of *he docket supporing this
rulemaking {USCG-1999-6098).

One commenter. Distmct 2°s
acceunting ficm. disagrasd wath the
:ndepandant auditor’s reaucuon from
the expense bise of $947 for businass
promouon, $430 ia contributions, and
$1.388 as uniforms 9xpense. Thesn
ceductions are justifled because thesa
expanses are not directly related ta the
provision of pilotage (46 CFR § 404.5).

One commentar, District 2's
accounting firm, dissgreed with the
independen: auditor's reduction of
$4,800 a yeac in total rental sxpenses far
4 six bedroom haouse, rented to the
Pilots” Association by Erie Leacing, an
affiliated company. The house is used ss
temporary accommodations in Port
Colborn. The auditor’s adjustiment s
basad on the fact that similar
accommodaticns in the arsa rent en
average S400 a month less than the
Association pays on s monthly bas:s.

QOna commanter, th= District 2 Pilots’
Asgaciation, diaagreed with the
independent auditor’s reduction of a
portion of ths expensas reiatsd to
Association dues paid to the American
Pilcts” Ascociation. This deducuon is
justified because the teduction consists
of dues aasociated with lobbying.
Expensas related to fobbying are not
recognized for ratemaking purposes (46
CFR §404.5).

One commenter, the representative for
the District 1 Pilots* Association.
dissgreed with the proposed amount of
345,000 budgeted for car service and
recommeanded $56,000. Tke
recommondation is valid and District 1's
exponse basa is adjusted accordingly to

reflect an expected car sarvice expense
of $56.000.

One commoenter, the representative for
the Dlstrict 1 Pilots” Association.
disagreed with the projected 2.8%
decrease in operting expanses for the
1999 navigational season in Area 2,
cansidering the 23% increase in bridge
hours expananced from 1997 :0 1998.
This 2 3% decrease is consistent with
the data. because the number of pilots
authorized in Area 21a 1997 was in
excess of what wag requirod to operate
efficiant!y in tho aree. In both 1997 and
1998. five p:lots were autharized in
Aroa 2. [n 1997 and 1998. the actusl
bridg= hours worked in Area 2 ware
+.580 and 5.335 howrs readactiveiv. The
methodoiogy for determining tha .
number o pilots required. as explained
10 46 CFR Part 404, rosults 1n 2
requitement of 2.6 or 3 >ilots in 1997.
and 3.5 or 4 pilow {n 1998. Based on
bridge hour projections for 1999, the
1999 Rate Review calculated that four
pilots are required in Area 2. This
equates to a reduction of approximately
$103.544 in pilot compensation. thus a
reduction ia expensas or total mvenue
required {or Area 2.

Two commeaters, the District 2 Pilots’
Assodiation accountiag firm and the
District 3 Pilots’ Association. disagreed
with the use ol tho 2.1% inflation factor
used i the calculations for the 1999
Rate Review, as tae figure failed to
account for inflation sxperiencad during
the 1299 navigational season. Upon
further raviow. tha Cosst Guard 1gress
with the commentar anc has adjusted
the expense base of each of tha Pilotage
Districts to reflect the change in the
Cotrsumar Price Index from tha closa of
the 1597 season to Decemoer 1999. This
equetes (o a 3.1% iaflation facror.

Two ccramentars. the District 2 aad
Disrrict 3 Pilots” Ascociations, disagreed
with the Coast Guard's caicuiation of
[nvestment Base for Return on
invesiment purposes, stating that o
should take into account all assets
employed in support of pilotage
operations. One commenter stated the
rate of return should be anaualized.
since the rates wcroa last adjusted in
1997. !n calculating the rate of returmn

Tagle A —DISTRICT 1

the Coast Guard only considers prapsrty
and equipmant, decause cach assets
hald on deposit earn interest. [nclusion
of cash agsets would ancourage Pilot
Associations to unnacessarily indate
thetr Investment Base and provide an
additional source of rorurn not avaiisdle
to other private businessas. Analvsis of
pilot associstions’ Investment Base
indicated that since the concept of
Return on [ovestment was introduced
1nto the ratemaking methudology.
Districts 2 and 3 greatly increased therr
[nvestment Base. [n District 2, tho
[nvesunent Baso rose from $265.188 in
1995 10 5413.998 in 1996. of which only
S116.041 was propaerty and equipment.
[n District 3, the invesunant Bass soared
from $119 823 in 1995 to $04,896 in
1996. and or.lv $15.583 was property
and equipmant. The Caast Guard
factored Return on investmeat (RQ')
into each of its Rate Reviews since the
rates wero last set in 1997. The 1968
Raview considered the appropriata ROI
and calculated thatrates should be
lowered an average of 3%. The 1999
Rate Review utilized 1 6.69% ROl to
determine rates. Howevar, in view of the
fact that the 1090 rates will apply fora
portion of the 2000 navigational seascn.
the RO for the 1999 Rate Revisw has
been adjusted to reflect tha 1999 average
return on high grade corporate bonds of
7.04%. The expense base for sach
District will be adjusted accerdingly for
the purposas of this SNPRM.

One commenter, the District 2
accounting firm. commentsd on the fact
that the Coast Guard did notreply t3
their comments on the 1998 Rate
Review. Recponses :0 all commants
receivad on t1e 1993 Rala Revisw wore
drafted. They were not publishsd
because the Coset Cuard determined
that the 1997 rates full within an
accaptable rang= and decidad not g
change tho rates, sven though the 1998
Rate Review called for an average
reduction tn rates of 3%.

Summary of Proposad Changes

The changes discuscud above are
summarized in Tables A. B3, and C
belaw.

Step 1, Projecton of 0peratng expensas

Steap 2. Projection of target pilct compencabon . ... .

Step 3. Projection of revenue
Step 4, Calculstion of investment bese .......

Stap 5. Determingtion of target reum on investment

Steg §. Adustment dotermination ...............

AL‘::":NS:: N‘Clml‘tnkn i Total Ctstrict
River no 1
— ‘298j27! s252.597 | s549.123
o] toss2s2! 4iasrs| 1302838
] 1333991  ear20r! 202110
o ol ¢
7.04% 7.04% 704%
1384789 | 8773 208198



PROMOTION, DONATIONS, AND UNIFORMS

The April 14, 2000 NPRM totally disallows business promotion
expense of $947, contributions of $400 and uniform expense of
$1,988 as being unrelated to the provision of pilotage services.

CFR REQUIREMENTS

46 CFR 405.5(a) Paragraph 2 states:

IN DETERMINING REASONABLENESS, EACH EXPENSE ITEM IS MEASURED

AGAINST ONE OR MORE OF THE FOLLOWING:

(1) COMPARABLE OR SIMILAR EXPENSES PAID BY OTHERS IN THE
MARITIME INDUSTRY.

(2) COMPARABLE OR SIMILAR EXPENSES PAID BY OTHER
INDUSTRIES, OR

(3) U.S. INTERNAL REVENUE SERVICE GUIDELINES.

COAST GUARD ACTION

The April 14, 2000 NPRM states the following:

In addition to the costs associated with legal expenses, the
independent CPA firm also recommended additional deductions
from District 2’'s expenses . . . $947 for business
promotion, $400 in donations and $1,988 for uniforms. None
of these charges are necessary for the provision of pilotage
services. The Director agrees with the independent CPA
firms’s findings and these expenses have been deducted from
the rate base.

The September 13, 2000 SNPRM states the following:

One commenter, District 2’s accounting firm, disagreed with
the independent auditors reduction from the expense base of
$947 from business promotion, $400 in contributions and
$1,988 as uniforms expense. These deductions are justified
because these expenses are not directly related to the
provision of pilotage (46 CFR 404.5).

Business promotion expense of $947 was disallowed as unrelated to
the provision of pilotage services. District 2 provides pilot
boat services to lakers. Our revenue from servicing lakers was
$6,163.00. District 2 advertises and promotes this service as a
means of generating revenue to offset total pilot boat expense.
This revenue from outside sources reduces costs for all parties
involved. This is a reasonable and necessary business expense.

Contributions in the amount of $400 was disallowed as unrelated
to the provision of pilotage services. These contributions are
made to fundraising events by local sheriff and police
associations which patrol the waters wherein the Association
operates. This is necessary community goodwill.

1




Uniform expense in the amount of $1,988 had been disallowed as
unrelated to the provision of pilotage services. District 2 has
adopted a standard uniform which designates the pilot as a
readily identifiable member of Lakes Pilots Association, Inc.
The pilots deal with foreign ship operators who do not speak the
English language and the uniform identifies them as a pilot. 1In
addition the pilots come into contact with Immigration, Customs,
and Coast Guard personnel, as well as dock workers and gate
security guards, all of whom identify the pilots by their
distinctive uniforms. Often the pilots embark/disembark during
the night. The uniforms represent a measure of safety for the
pilots in that the uniforms provide immediate identification when
pilots approach dock security in the dark. Distict 2’'s
automobiles also have identifying emblems on the car doors.
Uniforms are a reasonable and necessary cost of providing
pilotage service on the Great Lakes.

District 2 has responded to the disallowance of these expenses
with every audit that the Director has commissioned. District 2
has repeatedly tried to show that these expenses are reasonable
and necessary to the provision of pilotage services. Why would
an organization of professional, intelligent and educated pilots
incur unnecessary expenses to the detriment of their paycheck?
Unnecessary expenses reduce the ability of the pilots to achieve
target pilot compensation. These expenses clearly meet the above
criteria for recognition as defined by the CFR. Once again, the
Director has not provided any specific reasons as to why these
expenses are not allowable.
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[Code of Federal Regulations]

[Title 46, Volume 8, Parts 200 to 499]

([Revised as of October 1, 1999} \
From the U.S. Government Printing Office via GPO Access

(CITE: 46CFR404.5)

(Page 425-426]
TITLE 46--SHIPPING
DEPARTMENT OF TRANSPORTATION
PART 404--GREAT I;AE\'ES PILOTAGE RATEMAKING--Table of Contents
Sev. w9s.5 Su.gelines Ii:i ne reczcgnition of expenses.

{a) The Iollowing i1s a listing of the principal gquidelines followed
by the Direcror when determining whether expenses will be recognized in
the ratemaking process:

(1) Each expense item included in the rate base is evaluated to
determine 1f it is necessary for the provision of pilotage service, and
if so, what dollar amount is reasonable for that expense item. Each
Assocliation 1is responsible for providing the Director with sufficient
information to show the reasonableness of all expense items. The
Director will give the Association the opportunity to defend any
expenses that are questioned. However, subject to the terms and
conditions contained in other provisions of this part, expense items
that the Director determines are not reasonable and necessary for the
provision of pilotage services will not be recognized for ratemaking
purposes.

(2) In determining reasonableness, each expense item is measured
against one or more of the following:

(i) Comparable or similar expenses paid by others in the maritime
industry,

(ii) Comparable or similar expenses paid by other industries, or

(1ii) U.S. Internal Revenue Service guidelines.,

'3 Lszze ztsts for toth operating and capital leases are recognized
for ratemaking purposes to the extent that they conform to market rates.
In the absence of a comparable market, lease costs are recognized for
ratemaking purposes to the extent that they conform to depreciation plus
an allowance for return on investment (computed as if the asset had been
purchased with equity capital). The portion of lease costs that exceed
these standards is not recognized for ratemaking purposes.

(4) For each Association, a market-equivalent return-on-investment
is allowed for the net capital invested in the Association by its
members. Assets subject to return on investment provisions are subject
Lo reasonableness provisions. If an asset or other investment is not
necessary for the provision of pilotage services, the return element is
not allowed for ratemaking purposes.

(S5) For ratemaking purposes, the revenues and expenses generated
from Association transactions that are not directly related to the
orovision of pilotage services are included in ratemaking calculations
as long as the revenues exceed the expenses from these transactions. For
non-pilotage transactions that result in a net financial loss for the
Association, the amount of

{(Page 426]]

the loss is not recognized for ratemaking purposes. The Director reviews
non-pilotage activities to determine if any adversely impact the
provision of pilotage service, and may make ratemaking adjustments or
take other steps to ensure the provision of pilotage service.

(6) Medical, pension, and other benefits paid to pilots, or for the

http://frweb.../get-cfr.cgi? TITLE=46&PART=404&SECTION=5&YEAR=1999& TYPE=TEX 8/11/00
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discernable effect on the actual
provision of pilotage services.
Therefore, we are disallowing these
lezal costs for the purposes ot this

naking ($16.900 in Distnict 1,
>«+.8639 {n Distnict 3).

Furthermore, the Director believes
kat a majoc portion of the remaining
egal costs, even after disallowance for
he above. are still excessive. [n 1997,
Jstrict 1 reported $34,138 in legad
xpenses, District 2: $21,151, and
Jistrict 3:356,203. The Director :ntends
> recognize only those legal expenscs
“at are reasonaple, necessary and
irectlv related ‘o the provision of
ilotage services (i.e., they directly
'sult qom a legal action). [n 1997,
wmet 1incurred $34,138 i jega;
tpers?s; 51.244 cf which was directly
lated to litigation. Therefore, in the
1seace of any documentation to justify
ese legal expenscs, the Director, for
temaking purposes, is disallowing
'2.894 n legal expenses for District 1.
rthermore, because thermm were nc
jal experses related to litigadon in
stricts 2 and 3, the Director is
sallowing §21.151 far District 2 and
6.203 for District 3,

[n addition to the costs associated
th legal cxpenses, the independent
ot also recoourended additionad
suctions from Distict 2°s expenses 1
amouat of $4800 for cverpayment of
t. §947 for business promotion 3400
donations, and 31,988 for uniforms.
ne of these charges are necessary for
provision of pl?otage services. The
ector agrees with the independent

-overpavexent of a subsistencs

CPA firmv's findings and these expenses
have been deducted from the rate base.

(4) Expenses Related to Lobbying

The independent CPA firm
recommended that we deduct 31,392
from District 1. $3.428 from District 2.
and $12.495 from District 3 for lobbying
expenses uxluding dues, legal charges,
employce payrolls, and travel

dorriune ¢

[S) Expenses Not Cocdo

Vi CAPTISST
Guidefmcz

The independent CPA firm
recomunended that we deduct 52,184
from District 2's expense base for
tllowance
that does not conform to [RS guidelines.
The Cirector agrees with these findings
and we deducted lese expenges [rom
the :ate zase.

Durng the 1999 asvirational season,
the Cirector uutiated a c%u.n'u to
Distnct I's Working Rules, in order to
reduce pilot ratgue. This change
wereased the oilot's minimum time
berween assignments fram eleven hours
to thirteen Sours and approved the use
of a car s=rvice between home and puot
change poins. Curing 1999, the cost of
the car service was applied as a
surcharge on the pilot's uniform source
form. To Uxorporate this expense in
District I's expense base, the Director
has spproved an additional 345.GCO.

Step 1 .C: Adyus ot for Inflation or
Deflaciooy

TG adjust expenses for indlation, we
wcreased the total recognized cxpenses
for each association by 2.1%.The 2.1%
tnfladoa figure is based on the change

in the Consume: Price Index (CPI) Som
January 1998 to April 1999,

Sty 1.D: Profection of Oporwtsng
Ercxses -

Once al] adjustiments are made to the
recognized operating expenses, the
Director ] these excerses for each
pilotage area. The Direcicr corsiders
foreseeable circumstances thal could
affect the accuracy of the projecton and,
15 best as possible, determmunes the
“projection of operating expenses.’

For this rulemaking we adjusted
d530C1I2tION expenses by multplywng the
pilotags heur projection for each diarics
(descnbed in step 2.3.. belew! by the
aggTegale percentage of Association
exzenses taal change 0 reliton to o
change o pilotags hours. Analvsis
incicates about 57% of Assocadcn
expenses are affected Sy 3 change in
pilotage hours Fer instance. in Distrc:
1. ptlotage hours are projeced to
decrease 5% (see step 2.8. below) whic-
15 multiolied by 57% to project that
District I's operating excerses shouid
decrease 2.8% in respors: o the
projected dectease in pilotage hours.
Then, District-wide expenses were
apportoned to each arex according to
the number of piots in that ares, as
decermined in step 2.8, helow. For
instance, Diswiat 1y caleoinied to nee
seven puoty in Area 1 and four pilos v
Area 2, therefore, Ares 1 was assigned
64% of e expenses for the Districr anc
Arca I was asaigned 36% of the
expenses for the Discict. The results of
Step 1 for each district aze displayed
below.

YO

OISTRICT 1
Area | '
Math : SL Area 2 Total
odokogy BT | Lako Onaro | Oleost 1
ection of operailng axpenses e e e $287.152 I $234 612 J $531.78+
Qistricr 2
1 | Ares s i
Netroaology Area ¢ South Esut | Towl
Laks Ede Shoalto Port | District 2
' Ruron My l
:»cﬁon of operating expensast $609.184 i 3515,917| 1.128.281
Oistaict 3
r Aeat | ! I
Lakes Area7l
Metrcaology | Huron ‘ St Mary's NL:?(BB {_Toul
3nd River Suwoanor | Oistnct s
‘ Mchrgan | ’ |
) .
“Ucnofcperaung expenses ... . | 5648600 | $128473 | $ass803 | $1223.56
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§ 404.5 ostablishes [RS guidelines (TRS
publication 17 “Your Federal Income
Tax’") as ona of the tests used to
determina the reasonableness of an
exponse. A copy of [RS publization 17
can be obtained by contacting the [RS at
1-800-829-1040, or by visiting their
Web Site at www [RS.gov or

www [RS. ustreas.gov.

Ona commenter, Distict 2. roquas:ad
a ~opy of the 1997 audit. A copy of the
1897 Director’s Audit was mailed to
Oisrict 2 in June 1999. A copv of the
Director’s audit 13 also included as par
of the docket supportng this
rulemaking (USCG-1999-6098).

One commenter. District Z°s
accounting firm. disagroad with the
indopendaent auditor’s reduction rom
the expanca base of $947 {or busines:
promouon, $400 in contributions, and
$1.988 as uniforms axpense. These
deductions ara justiflad bacause these
expanses are not directly related ta the
provision of pilotage (46 CFR § 404.5).

One commenter, District 2's
accounting firm, disagreed with the
independen: auditor’s reduction of
$4.800 a year in total rental sxpenses lcr
a 3ix bedroom house. rented to the
Pilots’ Association by Eris Lazcing, an
affiliated company. The houss is used »s
temporsry accommodations in Part
Colbarn. The auditor’'s adjusunent s
based on the fact that simiiar
sccommodaticns in the area rent an
average S400 a month less than the
Association pays on & monthly bas:s.

One commeanter. the District 2 Pilots’
Ascaciation, disagreed with the
indepondent auditor's reduction of &
portion of the expensas relatsd to
Association dues paid ta the American
Ptlcts’ Ascociatign. This deducuonis
justified becausa the reduction consists
of dues rasociated with lobbying.
Expensas related to lohbying ere not
recognized for ratemaking purposes (46
CFR §404.5).

One comumentes, the representstive far
the District 1 Pilots’ Association,
dissgreed with the proposed amount of
$45.000 budgeted for car service and
recommonded $56,000. Tte
recommendation is valid and District 1's
expense base is adjuswed ascordingly to

reflect an expected car sarvice expense
of $56.000.

Ore commantar, the representauva for
the Disrict 1 Pilots” Association.
disagresd with the projecied 2.8%
decrease :n operating expsnses for the
1999 navigationai season in Area 2,
considering the 23% increase 1n bridge
hours expananced from 1997 ‘0 1998.
This 2 8% doecrease is consistent with
the data, Secause the number of pilots
authorized 2 Area 2in 1397 was in
excess of what waa required to operate
efficiant!y 1o tho area. In both 1997 and
1998. five p:lots were autharized in
Area 2. [n 1997 and 1998. the actual
bricge hours worked in Ares 2 wore
+.580 anc 5.335 howrs readectively. The
methodoiogy for determining the
number ol pilots required. as axplained
10 +6 CFR Part 404, rosulisin 3
requitement of 2.6 or 3 pilots in 1997.
and 3.5 or 4 pilots {n 1998. Based on
bridgs hour projections for 1999, the
1999 Rate Review caiculated that four
pilots are required in Area 2. This
equates o a reduction of approximately
$103.544 in pilot compensation. thus a
reduction ta expenses or total mvenue
regaired for Area 2.

wo commeaters, the District 2 Piloty’
Association accounting firm and the
District 3 Pilots’ Associatlon, disagreod
witn the use of tho 2.1% inflation factar
used in the calcuiations for the 1999
Rats Review. as Qo figure failed to
account for inflation experiencad during
ths 1999 navigational season. Upon
furtber raviaw, the Coast Guard aarees
with the commentar anc has adjusted
the expensa base of each of tha Pilotage
Districts to raflect the change in the
Cor.sumar Price Index from tha closa of
the 1597 season to Decembar 1999. This
Qq-l;llos to & 3.1% inflation factor.

wo commaentars. the District 2 aad
Dismrict 3 Pilots” Assoctations, disagreed
with the Cosst Guard’s calculation of
Invesunan: Sase for Return on
investment purposes, stating that «t
should taks into account all assets
employed in suppont of pilotage
aperations. One commenter statad the
rate of return should be anaualized.
since the rates ware last sdjusted in
1997. !n calculating tha rate of retumn
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the Coast Guard only considers prapearty
and equipmaent. decause cath assels
hald on deposit sarn interest. Inclusion
of cash 38sats would ancoursge Pilot
Associstions to unnecessarily inflate
theur Investment Base and provide an
addit:onal source of rorurn not availaole
to other private businessaes. Anaiysis of
pilot associations’ Investmant Base
indicated that since tae concept of
Returm on lovestment was introduced
into the ratemaiung methudology.
Districts 2 and 3 greatly increased their
investment Bace. In Oistrict 2. tho
{nvestmeant Base rose from $265.488 in
1995 10 $413.998 in 1996. of which onlv
S116.041 was property and equipment ’
[n District 3. the (zvesument Base soared
from $1190.823 in 1995 to $054.396 in
1996. and orly $25.383 was procuty
and equipmoent. The Coast Guard
factored Return on [nvestmment (RO)
into each of its Rats Reviews since the
rates were lagt set in 1997. The 1998
Raview considerad the appropriste ROl
and calculated that rates should be
lowered an average of 3%. The 1999
Rate Review utilized 1 6.89% ROl to
determine rates. Howevar, in view of the
fact that the 1090 rates will apply for a
portion of the 2000 navigational seascn.
tha ROI for the 1999 Rats Review has
boeen adjusted to reflect the 1999 aversg-
return on high grade corporate beonds of
7.04%. The expense base for sach
Disirict will ba adjusted accerding!; for
the purposas of this SNPRM.

One commenter, the District 2
accounting firm. commoented on the fact
that the Coast Guard did natreply (o
their comments on the 1938 Rate
Review. Respanses :0 ail commants
received on the 1993 Rate Revisw wory
drafted. They were not publishsd
because the Cosst Guard determined
that the 1997 rates foll within an
acceptable range and decided not ic
change the rates. aven though t3e 1998
Rate Ravlew callzd for an avarags
reduction in rates of 3%.

Summary of Propasad Changes

The changes discussud above are
summarized in Tabies A. B, arnd C
below

Area 1 St. {

Araea ake | T 1

Mathodolcgy u;,:ume sz‘ :0 | otai gsmc

Step 1. Projecton of operatng expenses ... .. 296527 | s2s2.597 |  sse9nn
Stap 2, Projecton of target plict compensabon . ... . 1.0082%82 ! 414 576 1,502,858
Step 3, Projection ol revenue . ..............cocceeeiies ... 1.333.991 687.207 [ 2.521.18.¢
Step 4, Calculation of investment bese ............... . o eeeeman e ] 0 l L
Step 5. Detarminstion of target retum on investment .............. . .. 7.04% 7.04% 704%
Step 6. Adjusiment datemmination . .............. ot e semessennnste s 1,384,789 6ar.:73 2.051.831



